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PREFACE

The Congress is now considering various ways to restrict
future increases in hospital costs. This paper, prepared at the
request of the Subcommittee on Health and the Environnent,
Commttee on Interstate and Foreign Conmerce, analyzes proposal s
to hold down hospital costs either through regul ating hospital
revenues or by pronmoting conpetition in the hospital industry.
Voluntary efforts on the part of the hospital industry are also
exam ned.

Paul B Ginsburg and Lawence A WIson, of CBO's Human
Resources and Community Developnent D vision, prepared this
report with contributions by Scott Thonpson and Stephen
Sheingold, under the supervision of David S Mindel and Robert
D. Rei schauer. Steven Orane of CBO's Budget Analysis Division
also nade contributions. The authors wish to thank the nany
reviewers of earlier drafts, particularly Mlcolm Qurtis,
Law ence DeMilner, Alain Enthoven, Robert Hoyer, My Nell
Lenhard, Karen Nelson, VWe¢éndell Prinus, and Frank 9 oan. Nuner -
ous people at the Departrment of Health, Education, and Wlfare
provided useful technical assistance and comment. Franci s
Pierce and Robert Faherty edited the manuscript. Special thanks
go to Toni Wight who patiently and expertly prepared the paper
for publication.

Prelimnary versions of sections of this paper have been
circulated earlier as staff draft analyses.

In keeping with the Congressional Budget Cfice's nandate

to provide objective and inpartial analyses, this study offers
no recomrendati ons.

Aice M Rvlin
D rect or

Sept enber 1979
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Hospital expenditures in the United States grew at very
high rates in the last decade. From 1968 to 1978, expenditures
on community hospital services per adjusted adm ssion increased
at an average annual rate of 12 percent, and total comunity
hospital expenditures increased at an average annual rate of 15
per cent . Federal Medicare and Medicaid hospital bills grew by
about 17 percent a year. If current policies are naintained,
hospital expenditures will increase from $6 to $129 billion
during the next five years——an average annual rate of 14.2 per-
cent. This wll cause Medicare and Medi caid payments for hospi -
tal care to grow by about $31 billion (from $23 to $54 bil-
lion). The concern about these expenditure increases does not
arise nerely from the quantity of resources involved, but also
from doubts as to whether the increases in expenditures are
acconpanied by like increases in the value of medical services.

CPTIONS FOR LIMTING HOSPI TAL COBTS

Several options for limting hospital costs have been pro-
posed and are now under consideration by the GCongress. These
options incl ude:

o Voluntary Approaches. The hospital industry's current
Voluntary Effort (MB is an attenpt to denonstrate that
hospital costs can be contai ned w thout government regu-
lation. The Congress could defer regulatory |egislation
to see if voluntary actions are sufficiently effective.

0 Regulation of Hospital Revenues. The Administration has
proposed, in the Hospital Cost Contai nment Act of 1979
(HR 2626, S 570), controls on hospital revenues per
adm ssion that would be triggered if hospitals fail to
meet guidelines for expenditure grow h. Section 2 of
the Talmadge-Dole bill (originally S 505, now included
as Section 202 in HR 934 as ordered reported by the
Senate Finance Conmittee) would provide incentives for
hospitals to noderate increases in costs for Medicare
and Medicaid patients. Anot her regulatory approach is
to encourage state-level rate-setting efforts.

i X



o Pronotion of Conpetition. A nunber of proposals have
been introduced that would change the Internal Revenue
Code to encourage greater use of prepaid plans and
inclusion of nore cost-sharing in health insurance. I't
is argued that these changes woul d increase conpetition,
thereby restraining increases in health care costs.

Voluntary Efforts

In Decenber 1977, in response to the Administration's
effort to obtain passage of a mandatory program to contain hos-
pital costs, the hospital industry initiated its Voluntary

Effort (VB to encourage hospitals and physicians to hold down
hospital expenditures on a voluntary basis. Based on an anal y-
sis of the experience through the first quarter of 1979, the VE
appears to have been effective in holding down hospital expendi-
ture increases thus far. The result, however, is tentative and
uncertain, principally because of the short period of tine that
the program has been in effect.

Despite its apparent success to date, the Voluntary Effort
is probably not a long-term solution to rising hospital costs.
Vol untary approaches depend on institutions and individuals to
act in ways contrary to their private interests. A though this
appears to have occurred to some extent to date, it is not
likely to continue indefinitely. Since at least part of the
industry's notivation for the VE has been to show that mandatory
controls are not needed, the voluntary efforts of hospitals
m ght slacken should strong regulatory policies be rejected hy
the Congress.

Regul at ory Approaches

In March 1979, the Admnistration introduced the Hospital
Cost Contai nment Act of 1979, which covers hospital revenues for
all inpatient services fromall patients. Senators Talmadge and
Dol e have proposed controls on routine costs (basically for
room board, and nursing) of Medicare and Mdicaid patients.
Meanwhi l e, eight states are now regul ating hospital revenues.

The Hospital Cost Containnent Act of 1979. This bill would
set guidelines for increases in hospital expenditures and woul d
i npose revenue controls on hospitals that fail to keep wthin

X



them The guidelines—-based on the inflation rate for hospital
purchases, population growh, and an intensity-of-service fac-
tor--would al |l ow hospital expenditures to increase by about 12.9
percent in 1979. The controls would limt increases in in-
patient revenues per adm ssion. Several kinds of hospitals—-
including snmall, nonmetropolitan hospitals and those in states
with effective nandatory hospital cost containnent programs——
woul d be exenpt from the proposed program The bill has been
reported by both the Senate Conmittee on Labor and Hunman
Resources and the House Commttee on Ways and Means. Al t hough
the commttees altered the original proposal in many ways, they
retained the basic thrust of the Administration's hill.

Al three versions of the Hospital Cost Contai nnent Act of
1979 would result in significant savings for all purchasers of
hospital care (see Sunmary Table 1). In addition, the cost con-
tainment bills would have several other positive effects.

SUWARY TABLE 1. PROECTED SAVINGS FROM THE THREE VERSIONS OF
THE HOSPI TAL OOST CONTAINVENT ACT CF 1979 IN
1980- 1984: IN BILLIONS G DALLARS

Senat e Labor House Ways

Qi ginal and Hurman and Means
Pr oposal Resources Bill Billa
Federal Medi care
and Medicaid
Savi ngs 9.8 113 6.9 (85
Nonf eder al
Savi ngs 14.8 17.3 9.7 (11. 8
Total Savings 24.6 28.6 16.6 (20.3)

NOTE: Conponents may not add to totals because of rounding.
a. The controls wunder this bill would expire on Decenber 31,

1983. If the program were to run a full five years, it
woul d save the amobunts in parent heses.
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First, they would |ower general inflation. The cunul ative
increase in the Consuner Price Index (CPI) through fiscal year
1984 would be lowered by 0.2 to 0.4 percentage point. Second,
the controls would not inpose a disproportionate burden on any
broad category of hospitals. Third, given the nagnitude of the
task of controlling hospital revenues, the proposals would nni-
mze governnment intervention and red tape. Finally, the propo-
sals would nost likely not cause the quality of care to decline
from current [evels.

The Administration's proposal also has sonme less desirable
aspects. First, for those hospitals not specifically exenpted,
it would in time virtually elimnate real growth--that is, in-
creases in excess of inflation-—in hospital revenues per adns-
sion, and would possibly inpair future inprovements in quality.
Second, the original proposal, and the Senate Labor and Hunan
Resources bill, would result in uneven treatnent of many simlar
hospitals, because their guidelines and revenue caps are too
sensitive to the sharp year-to-year fluctuations in hospital
expenditure growh. The House Ways and Means bill would allow
hospitals meeting their guidelines to carry forward one-half of
the amount by which their expenditures were lower than their
guidelines, and it would grant exceptions for capital expenses
approved before enactment of the bill, thereby alleviating sone
of the problems of the yearly spending fluctuations. Finally,
the guideline criterion of increase in total expenditures has
little correlation with the mandatory cap criterion of increase
in inpatient revenues per admission. This would result in dif-
ferent treatnent of hospitals during the tw stages of the
program

Section 2 of the Talmadge-Dole Bill. This proposal would
establish a systemof penalties and bonuses to promote hospital
efficiency. Under this bill, Medicare and Medicaid would not

rei nburse hospitals for routine costs (basically room board,
and nursing) significantly above those of simlar hospitals.
Hospitals with relatively low routine costs woul d receive bonus
payments.

The Tal madge-Dole approach would increase rather than
reduce federal outlays. The reinbursenent ceilings under the
bill are simlar to the regulations promulgated under Section
223 of the 1972 Social Security Amendments, and only one-hal f of
the penalties would be collected during the first two years.
Therefore, the bonus paynents for |owcost hospitals would
result in a net increase in federal outlays.

Xii



The Talmadge-Dole approach would, after its first few
years, provide incentives to hospitals to increase efficiency in
providing routine services, although the incentives would be
limted to the mnority of hospitals receiving large penalties.
The bill would not affect ancillary services. As the penalties
becone nore severe over tine, the limted nature of the hospital
conparisons could cause problens in fairness and could inpair
quality inprovenments. The bill would not increase red tape.

Mandatory State-Level Cost Containnent Prograns. These
prograns, now operating In eight states, appear to have been
effective in reducing the rate of growh of hospital expendi-
tures. State approaches to regulation have many advantages in
terns of flexibility and sophistication over present and pro-
posed federal regulation, but they also tend to interfere nore
in hospital nanagenent.

The Hospital Cost Contai nnent Act of 1979 and the Tal madge-
Dole bill would encourage state programs by exenpting hospitals
in states with effective programs of their ow. They would al so
provide funding for the admnistrative costs of state prograns.
The federal government could further encourage the devel oprent
of state prograns by sharing Medicare savings with the states.

Pronoting Conpetition

Several bills before the Congress would seek to inprove
conpetition anmong hospitals by giving patients greater incen-
tives to seek |ower-cost medical care. The proposals attenpt,
t hrough changes in the Internal Revenue Code, to induce partici-
pants in enploynent-related health plans to choose insurance
contracts with nore cost-sharing provisions, and to enroll in
prepaid health plans such as Health Maintenance O ganizations
(HVX) .

These proposals have a potential for reducing expenditures
on nedi cal services, especially in the long run, but their adop-
tion would not necessarily make revenue regulation nuch |ess
attractive. Snce they are long-run in nature and focus on the
entire nedical care system rather than only on hospital in-
patient care, they would probably have nuch snaller inpacts on
hospital expenditures than the Hospital Cost Containment Act of
1979. Further, sone of the savings from the regulatory and
competitive alternatives would not overlap. Mich of the savings
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fromregul ati on would come fromreductions in costs per hospital
day or stay, while an inportant part of the savings from greater
conpetition would cone fromfewer and shorter hospital stays and
reducti ons in nonhospital expenditures.

O the other hand, regulation of revenues woul d not sub-
stantially dimnish the attractiveness of the conpetitive propo-
sal s. Increased use of prepaid health plans would reduce hospi-
tal utilization substantially, even in the presence of revenue
regulation. The conpeting plans would tend to buy hospital care
at the lowest available prices, adding to conpetitive pressures
on hospitals to keep prices down-—-possibly even bel ow those

requi red by regul ation. Increased cost sharing in traditional
insurance would also have a function in reducing hospital wutili-
zation, increasing conpetitive pressures on hospitals, and

reduci ng nonhospital expenditures.
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CHAPTER I. I NTRCDUCTI CN

In the last decade, hospital expenditures grew at very high
rates. From 1968 to 1978, community hospital expenditures per
adjusted adnmission increased at an average annual rate of 12
percent, and total community hospital expenditures increased at
a rate of 15 percent.! This growh has been nore rapid than
that of conparable indexes of the general econony. Consurrer
prices increased at an annual rate of 6 percent during the |ast
decade, while total personal consunption expenditures increased
at an annual rate of 10 percent.

Federal Medicare and Medicaid outlays for hospital care,
which now account for about 40 percent of commnity hospital
revenues, have increased at even higher rates. Since 1968,
their annual rate of increase has averaged 17 percent.2

Wthout hospital cost containment, hospital expenditures
are projected by the Congressional Budget Ofice to grow by
about 14.2 percent per year between fiscal year 1979 and fi scal
year 1984 Annual expenditures wll grow by about $63 billion
(from $66 to $129 billion) over the period, while federal Medi-
care and Medicaid outlays for hospital care wll grow by about
$31 billion (from $23 to $54 billion).

1. The hospitals discussed in this paper are community hospi-
tals unless otherw se noted. Community hospitals are non-
federal, short-termgeneral, and special (other than psychi -
atric and tubercul osis) hospitals-—excluding hospital wunits
of institutions (such as prisons and schools)--with facili-
ties and services available to the public. These hospitals
accounted for about 81 percent of total expenditures and
about 92 percent of hospital admssions in 1977. Adj ust ed
admssions is a measure of hospital use that includes both
inpatient adm ssions and outpatient visits. Data are from
the National Panel Survey of the Anerican Hospital Associa-
tion.

2. Medicare outlays are increasing faster than total hospital
expenditures prinarily because of the aging of the popula-
tion. A greater proportion of the population is eligible
for Medicare each year, and the Medicare population itself
is becomng older and nore expensive to care for.



HOSPI TAL EXPENDI TURE INCREASES: |S THERE A PRCBLEWP

H gh and rising hospital expenditures mean that significant
amounts of resources are diverted fromother sectors. As expen-
ditures grow, taxes nust increase to meet the correspondingly
hi gher outlays from federal health prograns, while businesses
and individuals nust pay higher premiuns for health insurance
plans. Less of the national inconme is available for other goods
and servi ces.

But reallocation of resources fromone sector to another is
the normin a dynam c econony. More resources, for exanple, go
into conputer services each year. Wy, then, is there a concern
about nore resources going to hospital services?

The concern stens from doubts about whether the increases
in expenditures have been paralleled by like increases in the

value of medical services. Citics allege that too rmany
resources are going into health services in general and into
hospital care in particular. They assert that there is waste

stemming from duplication of facilities and sloppy managenent,
and that sone services have little or no effectiveness. Techni-
cal ignorance on the part of patients, and the fact that nuch
medi cal expense is borne by third parties such as governments
and insurance conpanies, cause conpetition to be weaker in
health services than in other narkets. Because the patient does
not pay directly for services, the normal market test--whether a
service can be sold at a given price-~does not work.

In order to answer the question whether hospital care
expenditures are increasing too rapidly, this section exam nes
whi ch conponents of hospital expenditure increases explain nost
of their rapid rise, and what factors are responsible for
i ncreases in those conponents.

Conponents of Hospital Expenditure |ncreases

Hospital expenditure increases are nade up of four basic
components:

0 The higher prices hospitals pay for the goods and ser-
vices—-often referred to as the "market basket"—-they

use in delivering care. As the costs of food, fuel,
supplies, and labor increases, hospital costs also
i ncrease.

2



o The increasing use of hospital services. The nunber of
hospi tal adm ssions and days of hospital care have been
i ncreasi ng. Qutpatient visits have also shown espe-
cially rapid growh. :

0 The changing character-—often referred to as the "ser-
vice intensity”"--of hospital services. Hospital s con-
tinually add services and deliver existing ones (for
exanple, lab tests and x-rays) nore frequently.

o Sow productivity changes. The American econony depends
on productivity gains to keep increases in product
prices below increases in wages. If hospital produc-
tivity gains relative to wage increases are smaller than
el sewhere in the econony, hospital prices and hence
expenditures on hospital care will increase nore rapidly
than expenditures in other sectors.

Although increases in the prices of the hospital narket
basket account for over half of the growh in hospital expendi-
tures over the last decade, they have not been responsible for
the extraordinary increases in total hospital expenditures.
Over the last 10 years, wage rates increased at a rate roughly
conparable to that of private-sector wages in general, while the
price of the rest of the narket basket increased sonewhat nore
rapidly than the econony-w de Consurer Price |ndex (cpP1).3

Factors other than wage and price increases account for
alnmost all of the portion of hospital expenditure increases that
exceeded the growth in spending in the general econony. Wili-
zation increased faster than can be explained by the growth and
aging of the population. As neasured by adjusted adnissions, a

3. From 1968 to 1978, payroll expense per full-time equivalent
hospital worker increased at an average annual rate of 7.4
percent (AHA National Hospital Panel Survey), while adjusted
hourly earnings in private nonagricultural enploynent in-
creased at an annual rate of 7.2 percent (Bureau of Labor
Satistics). The nonwage portion of the hospital narket
basket, an index of nonwage hospital input prices, increased
at an annual rate of 7.7 percent (weights from AHA, prices
from CBO econonetric nodel), while the CPI increased at an
annual rate of 6.5 percent.

50-813 0 - 79 - 2



measure conbining admssions and outpatient visits, utilization
increased at an average annual rate of 29 percent (see Table
). Manwhile, population (adjusted for the higher utilization
associated with the aging of the population) grew by only 1.3
percent a year.~ Net intensity, a residual enconpassing service
intensity and productivity changes, increased at an average
annual rate of 3.8 percent.5

Causes of Rapi d Expenditure |ncreases

Four major reasons have been suggested to explain why hos-
pital expenditures have been growing rmore rapidly than can be
accounted for by the increased price of the market basket and by
popul ation increases: a lack of conpetition in the narket for
hospital services, new technol ogi cal devel opments, rising real
incomes, and the changing health status of the population.
Changing consuner tastes and preferences, while difficult to
docunent, also affect the growth in hospital expenditures.

Lack of Conpetition. The hospital care industry is nuch
less conpetitive than other industries. Snce over 90 percent
of hospital bills are paid by third parties--such as Medicare,
Medi caid, and private insurance companies—-patients usually have

4. The adjusted increase due to population growth was calcu-
lated by weighting total population growth by the hospital
utilization rates of each age group.

5. The neasurenent of intensity and productivity changes is
probl emati c. Productivity is difficult to separate from
other factors because hospital output is so heterogeneous
and hospital charges are an unreliable guide to the relative
costs needed to develop an overall output neasure. Produc-
tivity tends to be neasured along with intensity. The com
bined "net intensity" measure is a residual that includes
all expenditure increases not accounted for by changes in
wage rates, prices, and utilization. As such, the neasure
may enconpass changes in the enployee skill mx, errors in
measur ement of the market basket, and |ags between the tines
of increases in neasured prices and the times when hospital s
actual |y experience them



TABLE 1. OOWONENTS F ANNUAL  INCREASES N HOSPI TAL  EXPEN--

D TURES, 1968 TO 1978: |IN PERCENTS

Cal endar Mar ket Net
Year Basket Utilization2 Intensity® Total
1969 5.9 2.2 8.3 17.2
1970 6.7 6.4 3.5 17.5
1971 4.9 0.6 52 11.0
1972 50 3.2 3.5 12.1
1973 6.3 4.2 1.1 12.0
1974 14.4 3.9 -2.5 16.0
1975 11.0 1.1 4.7 17.5
1976 7.4 3.9 6.7 19.1
1977 7.6 2.9 4.4 15.6
1978 8.0 0.8 3.6 12.8
1968- 1978
(average annual

i ncrease) 7.7 2.9 3.8 15.0

SOURCES: Wilization and total expenditures from Amrerican

Hospital Association, National Panel Survey. Mar ket
basket estimated by CBO using AHA hospital input price
index. Net intensity calculated as a residual.

Adj usted adm ssions, conbining admssions and outpatient
visits.

A residual category of expenditures not accounted for by the
mar ket - basket and utilization factors. Along with addi-
tional resources applied to patients' care, it may enconpass
productivity changes, <changing patterns and utilization,
errors in the neasurement of the market basket, and time
lags between nmarket-basket increases and expenditure in-
creases.



little imediate stake in the cost of their care. Further, few
patients or doctors have much information as to whether partic-
ular services delivered by a hospital are worth their cost, a
situation probably made worse by the extensiveness of third
party payment.

Heal th insurance raises the anounts spent on hospital care
in tw ways. Fromthe perspective of the patient, hospital care
costs less, so financial deterrence is reduced. For a given
illness, patients are less reluctant to be hospitalized or to
remain for a long stay. They are nore likely to insist that
their physicians enploy all of the diagnostic and therapeutic
procedures available. To the physican acting as the patient's
agent, insurance gives parallel inducenents to order additional
services. It removes a deterrent to the ordering of any service
that mght benefit the paient regardless of cost. Indeed, under
the fee-for-service system of financing, insurance increases the
additional income physicians may obtain from performng addi-
tional services. Wth the balancing of costs and benefits of
addi tional services less likely, insurance results in higher and
nore rapidly rising expenditures on hospital care.f

Present tax laws exacerbate the situation by their treat-
ment of health insurance. The exclusion from taxable incone of
all enployer contributions to enployee health plans gives
enpl oyees a powerful incentive to sacrifice noney wages for nore
extensive insurance coverage than they would purchase wth
after-tax dollars. The additional insurance further reduces
incentives to economze in the use of nmnedical services. Fur -
thernore, where enployers offer a choice of health plans, as,
for exanple, between traditional insurance and enrollnent in a
less expensive Health Maintenance (O ganization, enpl oyees
usually do not benefit financially from choosing the |ow cost
plan, thus reducing incentives to choose such plans.

6. Joseph P. Newhouse, The Erosion of the Medical Marketplace
(Santa Moni ca: Rand, Decenber 1978), provides evidence
reinforcing the common perception that high levels of third-
party insurance have led to rapidly rising costs.




Al though hospitals do not have to worry nuch about the
prices charged patients, they do worry about attracting physi-
cians who are the source of patient adm ssions. Since physi -
cians prefer to practice at hospitals that offer a full range of
nodern services, hospitals often duplicate each others' facil-
ities, with wasteful excess capacity the result.

Technol ogi cal Devel oprent s. The adoption of new technol o-
gies has also contributed to rising expenditures on hospital
care. e recent innovation the coronary bypass operation,
costs $10,000 or nore. Another, electronic fetal nonitoring, is
now performed in roughly half of obstetrical cases at a total
cost of over $00 nillion per year./ Wi le new technol ogy
usual ly benefits patients, increases hospital productivity, and
lowers costs, it is often enbodied in new services that are
additions to, rather than replacenents for, existing services.
Consequent |y, new technol ogy often increases the utilization and
intensity of hospital care, two inportant factors in the growh
of expenditures by hospitals.

An inportant issue is the relationship between the intro-
duction of cost-increasing technology and third-party paynent.
Sone argue that third-party paynment has increased the rate of
adoption of such technology.8 If they are correct, then much of
the increase in hospital expenditures associated with new tech-
nology is another nmnanifestation of the third-party financing
system But others have argued that technological advances are

7. These include both direct costs of $80 nillion per year and
indirect costs of additional cesarean section deliveries,
scal p/ abscesses, and other side effects. See H David Banta
and Stephen B. Thacker, "Assessing the Costs and Benefits of
Electronic Fetal Mnitoring," Gbstetrical and Gynecol ogi cal
Survey, vol. 34, no. 8, Supplenent (1979), pp. 627-642.

8. This issue was first raised by Martin S Feldstein, The

Rsing Cost of Hospital Care (Vashington: I nformation
Resources Press, 1971), Chapter 4. For a nore recent and
enpi rical discussion, see Louise B. Russell, Technology in

Hospitals (VWéshi ngton: Brookings Institution, 1979).



exogenous, or not influenced by insurance. Indeed, the possi-
bility is raised that extensive third-party financing is a
response to technol ogi cal devel opnents that have nade hospital
care nore costly.?

This issue is crucial to policy, especially with respect to
the merits of proposals to increase the use of cost-sharing.
Unfortunately, there is no consensus as to which viewis closest
to the truth.

R sing Personal |ncone. As people's real incomes grow,
they tend to purchase nore goods and services of all Kinds.
Some, especially the uninsured, may demand nore hospital care as
their incones rise. (Qhers may purchase more health insurance,
leading in turn to increased expenditures for hospital care.
Wth over 90 percent of hospital bills already covered by insur-
ance, however, rising incones have little additional potential
to increase hospital expenditures.

Changing Health Status. Trends in the population's health
status also Influence expenditures through changes in the utili-
zation and intensity of hospital care. Consensus on the net
inpact of this factor does not yet exist, however. The aging of
the population should increase both utilization and intensity.
Changing lifestyles may also affect health status and hospital
expenditures. Wen daily life involves nore stress and poorer
diets, health may decline. On the other hand, increasing educa-
tion and better nonhospital mnedical care may inprove health and
reduce inpatient hospital use.

I's There a Need for Cost Contai nnent?

Wiile increases in utilization and intensity go far to
explain why hospital expenditures have been growing so rapidly,
they do not in thenselves argue the need for cost containment.
The case for cost containment depends on how effective increases
in utilization and intensity have been in prolonging life and
reducing norbidity, and on the value society places on inproving
health. The evidence on effectiveness IS nxed.

9. Jeffrey E Harris, "The Aggregate Ooinsurance Rate and the
Supply of Innovations in the Hospital Sector” (unpublished
paper, July 1979).



Sone services appear to have little nedical value, or
i nvol ve nuch duplication of facilities. Studies of individual
services and procedures have found instances of common proced-
ures that are not nedically useful or cost effective. 10 1t js
difficult, however, to generalize from a handful of specific
studies. Aggregate studies using state-wide nortality data have
found only small effects fromincrements in nedical resources.!l
An analysis of survey data using broader indicators of health
status has given sinlar results.l!2 on the other hand, an
i ntensive study of all patient records in a small nunber of hos-
pitals found that those hospitals with higher levels of service
intensity had better nortality records. 13

10. Exanpl es incl ude: on electronic fetal nonitoring, Banta
and Thacker, "Assessing the Costs and Benefits"; on hospi-
tal stays longer than one week for heart attacks, J.
Frederick McNeer, Galen S. Wagner, Paul B. G nsburg, Andrew
G Wllace, Charles B MCants, Martin J. Conley, and
Robert A Rosati, "Hospital D scharge Cne Wek After Acute
Myocardial Infarction,” New England Journal of Medicine,
vol. 298 (February 2, 1978), pp. 229-32; and on el ective
hyst erectony, John P. Bunker, Klim McPherson, and Philip L.
Hennenman, "Hective Hysterectomy,”™ in John P. Bunker,
Benjamn A Barnes, and Frederick Msteller, eds., Costs,
Risks, and Benefits of Surgery (Oxford, 1977), pp. 262-76.
Respiratory therapy use has grown rapidly in recent years
despite the absence of technol ogical breakthroughs. There
is concern that many patients suffer harm from its exces-
sive use; see Russell, Technology in Hospitals, pp. 74-79.

11. See, for exanple, R chard Auster, |Irving Leveson, and
Deborah Sarachek, "The Production of Health: An Explora-
tory Study," Journal of Human Resources, vol. 4 (Fall

1969), pp. 411-16.

12. Lee Benham and A exandra Benham "The Inpact of Increnental
Medi cal Services on Health Status,” in Ronald Andersen,
Joanna Kravits, and Qdin W Anderson, Equity in Health Ser-
vi ces (Ballinger, 1975), pp. 217-28.

13. Stanford Center for Health Care Research, Studies of the
Determnants of Service Intensity in the Medical Care
Sector, prepared for the National Center for Health Ser-
vices Research, Septenber 1977. Expect ed (cont i nued)




There are also instances of excess capacity. Many physi -
cians believe that duplication of open-heart surgical facilities
increases nortality as well as wastes noney. Estimates of the
oversupply of hospital beds indicate that at |east 15 percent of
hospital beds could be closed without serious reductions in
patient access. 14

OPTI ONS FCR CONTRCLLI NG HOSPI TAL  OOSTS

Concern over hospital cost increases has in past years |ed
the Congress to consider ways to lower medical costs and reduce
cost increases. As part of the Social Security Amendrents of
1972 (P.L. 92-223), the Congress authorized Professional Stand-
ards Review Organizations to review the need for and the quality
of care provided to Medicare and Medicaid patients and to deny
payment for services considered unnecessary.l® In 1974, it
aut hori zed a network of planning agencies to review capital pro-
jects and determne whether they are really needed (PL 93
641). In 1977 the Adnministration proposed regulation of hos-
pital revenues, but the legislation did not pass.

The Congress is now considering other ways to restrain the
growth in hospital costs. The options under consideration
include:

0 Regulation of hospital revenues. The Admnistration has
proposed in the Hospital Cost Containment Act of 1979
(HR 2626, S 570) controls on hospital revenues per

13. (continued) nortality was calculated from detailed infor-
mati on on diagnosis and patient characteristics, and then
conpared to actual nortality. The differences were sunmed
over all patients in a hospital.

14. Congressional Budget Ofice, "Federal Strategies for
Qosing Excess Hospital Beds," Staff Draft Analysis (My
1979).

15. For an assessnment of how effective this program has been,
see (ongressional Budget Cfice, The Effect of PSROs on
Health Care Costs; Qurrent Findings and Future Eval ua-
tions, Background Paper (June 1979).
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adm ssion that would be triggered by hospitals' failure
to meet guidelines for expenditure growth. Section 2 of
the Talmadge-Dole bill (originally S 505 now included
in HR 934 as Section 202) would provide incentives for
hospitals to noderate increases in costs for Medicare
and Medicaid patients. An alternative regulatory
approach is additional encouragerment of state-Ievel
rate-setting efforts.

Vol untary approaches. The hospital industry initiated
its Voluntary Effort (ME in an attenpt to denonstrate
that hospital costs could be contained wthout govern-
nment regul ation. The Congress could choose to defer
regulatory legislation and wait to see if wvoluntary
actions are sufficient.

Pronotion of conpetition. A nunber of proposals have
been introduced that would change the Internal Revenue
Code to encourage greater use of prepaid plans and the
inclusion of nore cost-sharing in health insurance.
Sponsors claim that this would increase conpetition,
thereby containing health care costs.

These options can be evaluated according to the followng
criteria:

o

Savi ngs. Hospital cost containment proposals shoul d
reduce expenditures on hospital care (net of admnistra-
tive costs) from what they would have been in the
absence of the proposal. This would result in savings
to the federal governnment, state and |ocal governnents,
individuals, and firns providing their enployees with
health benefits.

Quality of care. The quality of hospital care should
not be reduced.

Ef fici ency. Efficient hospital behavior should be pro-
not ed; inefficient hospitals should have to reduce their
costs nore than efficient ones. Wasteful hospital
operations arising from msmanagenent and underutilized
servi ces should be reduced. Cost containnent should not
provide perverse incentives for wasteful, evasive be-
havi or by hospitals.

11



0 Access to care. Access to necessary hospital care
shoul d not be reduced.

0 Fairness. Hospital cost containnent controls should be
fair in the sense that hospitals in simlar circum
stances are treated alike. Differences in circunstances
or behavior should result in corresponding differences
in treatmnent.

0 Red tape. The anount of government intervention in the
hospital industry should be mnimzed.

These goals are often conflicting. Sone savings can be
achi eved by reducing inefficiency, but |arge savings woul d prob-
ably have to result from lower growth in the intensity of hos-
pital services. As a result, inprovenents in quality could
suffer. Such a tradeoff of reduced costs for lower quality
could be desirable since quality nmay in some cases already be
too high, considering the cost involved. Smlarly, fairness is
best assured when the specifics of individual cases are exam
ined, but this increases red tape.

PLAN G- THE PAPER

The renainder of this paper assesses the effects of the
foregoing options. Chapter Il examnes the effectiveness of the
hospital industry's Voluntary Effort to reduce hospital cost
increases, and assesses its potential as a long-term policy.
Chapter IIl analyzes federal regulatory policies ained at con-
trolling hospital care expenditures. The analysis covers pre-
sent Medicare reinbursenent policies, the Administration's pro-
posed Hospital Cost Containnent Act of 1979, and the Tal nadge-
Dole approach to limting federal reinbursements for hospital
care. Chapter IV reviews state hospital cost containnent pro-
grans and net hods of encouraging them Chapter V anal yzes sev-
eral proposals to pronote conpetition in the hospital industry.

12



CHAPTER II. THE HOSPI TAL INDUSTRY'S VOLUNTARY EFFCRT TO
CONTROL HOBPI TAL GCBTS

In Decenber 1977, in response to the Administration's
effort to obtain passage of a nmandatory program to contain hos-
pital costs, the Anerican Hospital Association, the Anerican
Medi cal Association, and the Federation of Anmerican Hospitals
initiated the Voluntary Effort (vE).l The VE is intended to
encourage hospitals and physicians to contain hospital expen-
ditures or costs on a voluntary basis. Its goal has been to
reduce the growth in hospital care expenditures from the 1977
increase of 15.6 percent to 13.6 percent in 1978 and to 11.6
percent in 1979. The canpaign is admnistered by state-level
conm ttees conposed of hospital associations, medical societies,
and representatives of for-profit hospitals. Their activities
vary considerably, from providing information clearinghouses to
review ng budgets.

The hospital industry argues that the VE obviates the need
for hospital cost containment legislation. To assess the valid-
ity of that position, two questions nust be answered:

0 Has the VE worked thus far?

0 Does it: hold promse as a |ong-term sol ution?

HAS THE VE WORKED?

In assessing the effectiveness of the Voluntary Effort, two
questions arise: First, are the goals being met? Second, has
the rate of increase in expenditures been lower than it would

1. In this paper, the term "Voluntary Effort" refers to all
voluntary actions taken to contain hospital costs since
Decenber 1977. Sone of these actions may not be specifi-
cally related to the VE program sponsored by the Anmerican
Hospital Association, the American Medical Association, and
the Federation of American Hospitals.

13



ot herwi se have been? In other words, even if the goals are net,
woul d they have been met even without the VE? O if the goals
are not met, is the rate of increase still lower than it would
have been in the absence of the VE?

Savings. The VE has been in effect for too short a time to
definitively—-that is with nuch statistical confidence--judge
its effectiveness. However, from the available data it appears
that the VE has been effective thus far in holding down hospital
cost increases. In 1978, hospital expenditures increased 12.8
percent,or 1.1 percentage points less than the most likely rate
of increase in the absence of the program (see Table 2. This
12.8 percent rate nore than met the original VE goal of 13.6
percent, a goal that probably would not have been met without
the VE As a result of the VE, hospital expenditures in 1978
were 0.9 percent lower than they otherwise would have been,
resulting in total health care system savings of about $0.6
billion. Federal Medicare and Medicaid savings were some $0.2
billion.

TABLE 2. EFFECT GF THE VOLUNTARY EFFCRT (M ON RATES CF
INCREASE IN HCBPI TAL EXPENDITURES, 1977-1979

Per cent
Rate of |ncrease Reduction Savi ngs
Over Previous Year in Level of Due to VE
(percent) Hospi t al (in billions
Expendi - of dollars)

Expected tures
Year VE (oal Actual If No VE Due to VE Total Federal

1977 -— 15.64 L -
1978 13.6 12. 8a 13. 9b 0.9 0.6 0.2
1979 11.6 14, 5b 15. 6P 1.9 1.3 0.5

a. Actual expenditure data from American Hospital Association,
National Hospital Panel Survey.

b. CBO forecast.
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In 1979, hospital expenditures are expected to increase hy
14.5 percent from 1978, substantially above the VE goal of 11.6
percent. Nevertheless, the expected increase is lower than the
15.6 percent rate predicted to occur if the VE were not under-
way. As a result of the VE, 1979 hospital expenditures wll be
1.9 percent lower than they otherwise woul d have been, for total
savings of about $1.3 hillion. Federal Medicare and Medicaid
savings shoul d approxinmate $0.5 billion.

The 1979 VE goal is not likely to be nmet for two reasons.
First, although the program appears to be effective, it is not
powerful enough to reduce the rate of increase of hospital
expenditures by a full 4 percentage points. Second, inflation
will be nuch higher in 1979 than was expected in Decenber 1977,
when the VE was formulated.?

These conclusions as to the effect of the VE are tentative
and uncertain. They depend on estinates of what would have hap-
pened in the absence of the VE. The estinmates are derived from
statistical nodels that indicate there is between a one-sixth
and a one-third chance that the VE has had no effect on hospital
cost s. The primary reason for this wuncertainty is the short
period of time covered. The Voluntary Effort has been in place
for only 20 nmonths, and data are available for only 17 nonths.
Additional data nmay well alter the assessment.

Qher Oiteria. How has the VE performed in terns of the
other criteria put forward in Chapter I? It is unlikely that
the VE has reduced the quality of hospital care because of its

2. In January 1978, CBO projected a 6.0 percent increase in the
CPI for 1979. CBO's current projection for 1979 is 10.6
per cent . Wiile the hospital narket basket differs from the
CPl, changes in projections for it are likely to parallel
those for the (M.

3. The absence of a conparison group of hospitals is a second
major problem Since all US hospitals are being urged to
contain costs voluntarily, a direct conparison between those
in the programand those not is inpossible. This poses the
risk of confounding the effect of a variable onitted from
the statistical nodel with that of the VE  Another problem
separating out the effect of the threat of controls, is dis-
cussed bel ow
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purely voluntary nature. Thus, there is a presunption that the
savings are associated with an inprovenent in efficiency. The
voluntary character of the program also ensures fairness in the
sense that individual hospitals are not singled out for Ilarge
sacrifices. O the other hand, it lacks fairness in that sone
hospitals may not have nmade any effort. Assessing the degree of
red tape involved is difficult because the details of each state
program are not available. Apparently sone prograns are review
ing hospital budgets, an activity that could entail sone adm n-
istrative effort.

IS THE VE A SCLUTI ON FOR THE FUTURE?

Despite its apparent success to date, the Voluntary Effort
is probably not a long-term solution to rising hospital costs.
(he reason is that at least part of the industry's notivation
for the VE has been to show that nandatory controls are not
needed. If the Hospital Cost Containnment Act of 1979 or sone
rel ated proposal should not beconme law the voluntary efforts of
hospitals would probably slacken.%

Moreover, the VE does not alter the built-in incentives
that lead physicians and hospital adnministrators to increase,
rather than decrease, costs (see Chapter ). Vol untary ap-
proaches to cost containment wll work only if institutions and
individuals can be persuaded to act in ways contrary to their
private interests. Wile this appears to have happened to some
extent, it is unlikely to continue indefinitely.

MEASURI NG THE EFFECTI VENESS CF THE VE

The estimates of the effectiveness of the Voluntary Effort
were made with the aid of two econonetric nodels that allow the
sorting out of various influences on hospital costs. The nodels
permt one to examne the effect of the VE on expenditure

4. Savings resulting from the VE are nevertheless likely to
accrue over the next few years. First, some of the reduc-
tions already nade wll be manifest through |agged and/ or
continuing effects. Second, while the immediate threat of
mandatory controls would have passed, a latent threat would
cont i nue.
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increases while holding constant, by statistical neans, other
variables believed to influence expenditures. No nodel, how
ever, can include all of the numerous factors that are likely
to influence hospital behavior; some of the variation in rates
of expenditure increase will go unexplained. e nust also
allow for the possibility that the effect on expenditure
increases attributed by the nodels to the VE is in reality

caused by factors omtted from the nodel s because of data lim-

tations.

The use of econonetric nodels to estimate the effectiveness

of the VE

reveal

is a better
increase with the 1977 increase,
data often obscure the points at
In this particular
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for

instance, nonthly data (but not
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expenditures during 1977 (see Figure 1). This was
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SOURCE: CBO calculations based on data from American Hospital Association, National Hospital Panel Survey.

5.  See Appendix A for technical
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an upward trend during the first half of 1978, and then a down-
ward trend during the second half of the year. The raw data
alone do not show whether or not the VE reduced expenditure
growth below the level it would have been without the VE.®

The second problemw th sinple conparisons is that hospital
expenditures are influenced by a large nunber of factors. For
exanple, the rate of inflation in the econony affects the rate
of increase in hospital expenditures through its inpact on the
prices of labor, supplies, and purchased services. The rate of
inflation in the hospital market basket was declining throughout
1977 but increasing throughout 1978. Qher factors that influ-
ence hospital expenditures include budget and rate-review pro-
grans at the state level, lengths of stay, occupancy rates, the
extent of hospital insurance coverage, and days of care pro-
vi ded.

A particularly difficult influence to isolate is the threat
of mandatory controls that hospitals faced between April 1977
and July 1978.7 If the Hospital Cost Containment Act of 1977
had been enacted, cost increases incurred during this period
woul d have increased the likelihood that a hospital's revenues
would be held down by ceilings because the bill specified 1976
as the base period. For this reason, individual hospitals may
have taken steps to reduce expenditure growh during the April
1977 - July 1978 period. A variable was added to the nodels to
distinguish direct expenditure reductions undertaken in response
to this threat fromreductions undertaken for other reasons.8

6. The five-month snoothing used in Figure 1 is intended to aid
the reader in discerning trends. [t is not used in the
econonetric analysis described bel ow

7. This period began with the announcenent of the Hospital Cost
Contai nnent Act of 1977 (April 1977) and ended wth the
defeat of the proposal in the House Interstate and Foreign
Commerce Committee (July 1978). Al'though the Senate ulti-
matel y passed a cost containnment bill in Cctober 1978, con-
sideration of the proposal ended soon afterward when the
Congress adj our ned.

8. Sone have argued that the threat to individual hospitals did
not end in July 1978, but continues to this point. This is
unlikely since the probability of passage of (cont i nued)
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There is evidence that certain state prograns to set rates
have been effective in controlling hospital costs (see Chapter
V), which raises the question whether effects of the Voluntary
Effort may have been confounded with the acconplishnents of
state rate-setting agencies. This does not appear likely. Many
of the state prograns commonly believed to have been effective
have been operating for a nunber of years--for exanple, New
York's since 1970 and Maryland's since 1974 To be seriously
confounding, their effectiveness in 1978 would have had to dif-
fer substantially fromwhat it was in 1977. But this was not
the case.? If the effectiveness of the state prograns had
devel oped over a period of years, or been present from the
begi nning, the nodels should have been able to separate any VE
effect fromthose of the state programs.

8. (conti nued) legislation by the 95th Congress after its
defeat in conmittee nust have been perceived to be snall.
Neverthel ess, if this were so, distinguishing between the
effects of the VE and those of the threat to individual
hospitals would be nuch nore difficult, further increasing
the uncertainty of the measured VE effect.

9. O the basis of data from the AHA's Annual Survey, the
difference in expenditure growh between hospitals in
states with nmandatory prograns of rate-setting and others
was slightly snaller in 1978 than in 1977.

100 As an additional test, a variable for the proportion of
hospitals subject to mandatory state prograns was added to
the nodels. The estinated effect of the VE was not altered
by this addition.

A nmore technical problem is that sone of the factors that
i nfl uence hospital expenditures may do so after a period of
tine. For exanple, because of inventories and long-term
contracts, an increase in the price of nonlabor inputs is
likely to affect hospital expenditures only with a Iag.
The VE itself is also likely to have a delayed effect.

Wage rates cannot be changed until contracts expire or
until the regular time of the year for wage increases is
r eached. New equipnent nmay have been ordered nonths
bef ore. The nodel attenpts to use the nost appropriate

time-lag structure, but there is little research experience
to help in choosing the best one.
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CGHAPTER I11. FEDERAL REGQULATION CF REVENUES: PRESENT AND
FUTURE PCLICY CPTI ONS

Anong the options for controlling hospital expenditures is
federal regulation of hospital revenues. The potential scope of
regul atory policy ranges from setting controls only on federal
paynents to establishing controls on all hospital revenues. The
federal government at present limts Medicare reinbursements for
routine costs (basically room board, and nursing) under Section
223 of the 1972 Social Security Amendnents. The proposed Hospi -
tal Cost Contai nnent Act of 1979 (S 570, HR 2626) woul d apply
controls to all inpatient revenues from all patients. Anot her
proposal, Section 2 of the Talmadge-Dole bill (originally S
505, now included in HR 934 as ordered reported by the Senate
Finance GCommittee), would alter federal reinbursements for
routine costs through penalties and bonuses.

SECTI ON 223 REGLATI ONS

Section 223 of +the Social Security Anmendnents of 1972
enpowers the Secretary of Health, Education, and Wlfare (HW
to limt Medicare reimbursements to hospitals to levels consis-
tent with the efficient provision of care.! Qurrently, the
regul ations apply only to routine hospital costs. Hospitals are
grouped according to size (nunber of beds) and |ocation (urban
or rural), and Medicare reinbursenents are denied for per diem

routi ne costs in excess of 115 percent of the group mean.

1. The regulations apply to Medicaid indirectly. Wl ess HEW
specifically permits a state to pay less for Medicaid ser-
vices, Medicaid reinbursenments to hospital s nmust be the same
as Medi care rei nbursenents.

2. \age costs are adjusted by an area wage index for hospital
wor ker s. Adjustrments are also made for states that have
relatively few days of hospital care per capita resulting
from shorter lengths of stay or Ilower adnission .rates.
Capital and medical education program costs are excluded.

(cont i nued)
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HEWhas indicated that it intends to expand the Section 223
regulations to cover ancillary service costs in the near future
under its existing authority. A nuch nmore difficult task to do
fairly, controls on ancillary services would increase savings.

Effect of the Regul ations on Savings

As a result of a recent tightening of the 223 regul ations,
total federal savings wll anount to about $210 mllion in
fiscal year 1980.3 Approximately 12 percent of the hospitals
are expected to have their Medicare reinbursenments reduced.
Since Section 223 applies only to Medicare reimbursements, hos-
pitals can increase their charges to private patients so as to
make up for the reduced federal paynents. As a result, federal
savings may be partly offset by higher nonfederal payments.4

Ef fect of the Regulations on Efficiency

Section 223 ains to pronote hospital efficiency. H gh-cost
hospitals are given incentives to increase efficiency in order
to avoid future penalties. But nost hospitals wll not be given

2. (conti nued) .
The limts set at 115 percent of the group mean were
established in final regulations published June 1, 1979
O August 9, 1979, interimlimts set at the 80th percen-
tile of each group's per diem costs were published to allow
one nmonth for comrents on the July limts. Snce the
l[imts set at the 80th percentile are very close to those
set at 115 percent of the group nean, and since the 115 per-
cent limts wll probably be reestablished soon, this dis-
cussion is about the July limts. If the limts set at 115
percent of the group nean are put into effect in Cctober,
the interimlimts would reduce savings by some $16 nillion.

3. Estinmates of Ofice of the Actuary, HEW

4. Since only routine costs are covered, hospitals probably
have changed their accounting procedures to lower the pro-

portion of their costs classed as routine. This shoul d
already be reflected in the above estimates of savings,
however .
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any incentives as long as they are not close to breaching the
115 percent ceiling. Aso, since reinbursements for ancillary
costs are now now subject to this regulation, mnany hospitals
inefficient in the provision of these services may escape con-
trol.

Effect of the Regulations on Quality of Care

The Section 223 regulations probably do not have adverse
effects on the quality of hospital care. The small proportion
of hospitals receiving penalties have their Medicare reinburse-
ments reduced, but there is no reason to suppose that quality is
falling as a result. For one thing, they may offset the penal -
ties by raising charges to other patients. For another, nost
quality inprovenents occur anong ancillary services (for
exanple, lab tests, special care centers), which are not covered
by the regul ations.
